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The Treasury Curve’s Warning 
  

Fixed income performance has continued to diverge 

across subclasses, with duration remaining a key driver 

of relative returns. 

Recent Treasury market developments have kept atten-

tion on the long end of the curve, and the compensation 

investors require for holding longer-dated debt. 

Market-implied inflation expectations suggest that the 

latest pressure on yields may be tied to more than just 

inflation concerns.

Portfolio choices are becoming more nuanced as inves-

tors weigh duration, issuer fundamentals, and shifting 

rate dynamics.

To say that fixed income has had a challenging year is 
not an understatement. Year to date, the global aggre-
gate index has posted near-flat returns (+0.33%), while 

EM fixed income, per the Bloomberg EM USD aggre-
gate index, is up 1.44% as of the time of this writing. 
This dispersion has unfolded against higher commodity 
prices tied to geopolitical disruptions, differentiated 
inflation shocks across economies, fiscal worries, and 
increased financing needs related to the expansion of 
AI. Amid current volatility and the latest developments 
in the rates market, we deemed it appropriate to delve 
deeper into the factors disrupting the U.S. fixed income 
market, as well as how investors should position their 
portfolios for the remainder of 2026.  

In the U.S., sovereign debt has posted negative YTD 
returns, while high yield debt is outperforming its 
investment grade (IG) peers, trailing only leveraged 
loans, as shown in Graph 1. This performance has 
occurred amid sticky, above target inflation; economic 
activity supported by a resilient consumer coupled with 
solid investment figures, and a stable monetary policy 
rate. However, the policy backdrop has shifted materi-
ally following the leadership change at the Federal 
Reserve. Under the new Warsh regime, markets have 
had to adjust to monetary policy without forward guid-
ance, increasing volatility, and forcing a greater degree 
of market self-regulation. As a result, Fed Funds futures 
are currently pricing in close to a 65% probability of a 
rate hike in October, with a rate hike virtually priced in 
for the December meeting.   

In the meantime, all eyes are set on Fed Chair Warsh’s 
speech at the Jackson Hole symposium. Given his 
preferred stance for providing little to no forward guid-
ance, investors will watch for any signals he could offer 
regarding the management of future inflation, as well 
as how the Fed may respond to the latest Treasury 
actions. The former is gaining even more attention after 
Wednesday’s economic releases, where July PCE and 
core PCE portrayed a modest inflation increase and a 
softer spending trend. Together with a 2Q26 GDP print 
that showed that the economy remains on solid footing, 
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these figures could continue to advocate for a Fed hold 
in the upcoming September and October meetings, 
even if a rate hike is not fully off the table.

Graph 1 reinforces the general investing theme of 2026: 

performance has been concentrated in spread prod-

ucts and shorter-duration segments, while longer-dura-

tion sovereign exposure has remained vulnerable to 

persistent inflation, fiscal concerns, and uncertainty 

surrounding the path of Fed policy. Let us focus specifi-

cally on the pressure points affecting long-duration U.S. 

sovereign exposure. 

The rates market has seen several developments in 

recent trading sessions, all pointing to the same under-

lying tension: policymakers are trying to contain long-

term borrowing costs while investors demand more 

compensation for holding long-dated U.S. debt. Treasury 

Secretary Bessent announced an intervention in the 

Treasuries market by “at least doubling” purchases of 

10-year to 30-year debt, replacing those tenors with 

cheaper, short-dated bills. This announcement aimed to 

rein in long-term borrowing costs from multi-year highs. 

Although it supported the securities involved, long-end 

yields soon resumed their widening trend. Even as 

Secretary Bessent said that he had “a big tool kit” to 

support the market, investors appeared to price in 

concerns about the country’s elevated deficit, persistent 

inflation, and increased debt issuance from IG compa-

nies, especially the hyperscalers. Meanwhile, U.S. public 

debt also surpassed the USD 40tn threshold for the first 

time, further increasing the country’s borrowing needs. 

However, the selloff across the Treasury curve later 

reversed, giving fixed income investors some respite as 

long-end yields retraced from their recent highs, as 

improving geopolitical fundamentals and lower oil prices 

helped ease part of the pressure. At the same time, an 

additional statement from Treasury Secretary Bessent 

added another tailwind when he stated that the Treasury 

may draw down part of its cash pile to fund buybacks of 

higher-yielding older securities. We believe the market 

Graph 1: Fixed Income YTD 2026 		

Total Return by Subclass (%)

Source: Bloomberg. Data as of August 25, 2026
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will remain vigilant, and investors will continue to monitor 

the effects of the buybacks, which some market partici-

pants have deemed a “Treasury-led Operation Twist”. 

The recent drop in oil prices is also relevant, as crude 

prices influence fuel costs and inflation expectations. 

However, market-implied inflation expectations, as 

measured by breakeven inflation rates across maturities, 

are very close to, or even below, their pre-Iran war levels, 

as shown in Graph 2. This distinction is important: inves-

tors do not appear to be demanding higher yields 

primarily to compensate for higher expected inflation. 

Instead, the move in long-end yields points more clearly 

to a higher required compensation for holding U.S. 

sovereign debt. 

As we previously stated, the forces putting additional 

pressure on the long end of the Treasury curve seem to 

be driven by an increased risk premium, rather than infla-

tionary worries. These worries are directly related to U.S. 

debt sustainability, as well as the country’s fiscal outlook. 

The “Operation Twist” from the buybacks adds pressure 

to the short end of the Treasury curve, even if it initially 

could lead to a curve flattening, since the Treasury will 

issue bills to replace the long-dated bonds it repurchases. 

Bear in mind that, according to the latest figures available 

from the Congressional Budget Office (CBO), net interest 

costs are projected at approximately 3.2% of GDP for FY 

2026, with the overall fiscal deficit expected to reach USD 

2.1tn, above the initial CBO projection of USD 1.9tn. 

Therefore, issuing short-term debt, aside from flattening 

the curve, adds pressure to the fiscal outlook and makes 

the funding structure more sensitive to short-term rates, 

rather than offering a long-term solution. 

Another factor that has also put pressure on the long end 

of the Treasury curve is the increased issuance amount of 

IG companies, particularly the hyperscalers. As we wrote 

in a previous report, hyperscalers have issued roughly 

USD 194bn in new debt as of mid-July, USD 85bn more 

than the full amount issued in 2025 alone. This stems 

from increased capex needs, which they often fund 

through debt markets rather than new equity issuance. 

As a result, newly minted hyperscaler debt creates a 

structural supply overhang, which competes with 

Treasuries for buyers, adding to the broader pressure on 

Graph 2: Breakeven inflations are back to pre-Iran war levels

—  5-year Breakeven Inflation

—  10-year Breakeven Inflation

—  30-year Breakeven Inflation

Source: Bloomberg. Data as of August 25, 2026
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long-duration securities. Against this backdrop, the IG 

corporate subclass is shifting from a safe haven to a 

security-selection space that may warrant additional 

caution and a more nuanced approach. 

In that context, markets have generally favored shorter 

duration over longer-dated securities, while steady 

fundamentals have helped high yield debt outperform IG. 

Recent Morningstar data underscored that duration point, 

showing investment managers reducing the maturities of 

their debt holdings below the Bloomberg Global 

Aggregate Index’s average maturity. In fact, the Bloomberg 

index that tracks short-term U.S. debt has a YTD return of 

1.44%, whereas the longer-dated indices show a more 

meager performance of 0.10% for the 7-10 year and 

-1.52% for the 10+ year gauge. This reinforces the central 

thesis that shorter duration has not just been a defensive 

preference, but a performance differentiator in 2026.

We continue to believe that current market conditions 

point to a sustained focus on managing duration risk, as 

uncertainty around inflation, debt issuance, and the Fed 

reaction function remains relevant for longer-maturity 

exposure. Going forward, risks to the rates market appear 

to be tilted to the upside. It will be crucial to monitor 

whether upcoming Fed communications address the 

current rate environment and whether macroeconomic 

data before the September Fed meeting supports the 

case for policy rate stability, or maybe even cuts instead 

of hikes. Even if Bessent’s announced intervention 

presented a short-term respite for long-dated yields, it 

creates a challenging policy backdrop for duration posi-

tioning. For investors with adequate risk tolerance, 

however, current real yield levels at the long end of the 

curve could offer an attractive entry point. On the corpo-

rate front, thorough fundamental evaluation of each 

issuer is the name of the game, since issuer quality is 

becoming more important than spread-compression 

opportunities. In all, we continue to believe that a laddered 

approach with managed duration exposure could prove 

to be more beneficial. ■
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